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Depository Institutions and Lending 
Industry Developments — 1997/98
Industry and Econom ic Developm ents
Executive Summary
• The U.S. economy and the banking system appear sound. Loan 
losses have generally declined. Attempts at reforming the nation’s 
banking system are under way, and important, ongoing legal actions 
will decide crucial membership issues for credit unions.
• Certain industry matters exist that may pose audit risks to practi­
tioners. They include the following: credit risk/asset-quality risk; 
asset management & emerging markets; asset securitization; new 
products and services; PC banking; technology risks; the third mil­
lennium bug; misappropriation of assets; derivatives and trading 
risks; credit union disclosures.
The outlook for the near-term performance of the 
U.S. economy remains healthy, with vigorous 
employment, low inflation, and stable interest rates. The banking 
system continues to be sound, well capitalized, and profitable. 
Loan demand appears strong and loan losses have generally 
declined. Investments, assets, savings, and equity at credit unions 
have grown, and credit union failures have been low. The com­
mercial and residential real estate markets continue to improve 
with favorable sales volume and excess supply.
Financial modernization and reform legislation is 
moving through Congress. The various proposals 
and debates are focusing on issues such as the following:
• Allowing banks, securities firms, and insurance firms to 
affiliate
• Allowing banks to merge with nonfinancial companies
• Abolishing the federal thrift charter
• Strengthening consumer protection and community rein­
vestment laws
7
Reform
Outlook
One of the most controversial issues would permit limited affilia­
tions between banks and nonfinancial (commercial) companies. 
Although long-term business trends are driving the push to allow 
banks to intermingle with companies in unrelated businesses, 
consumer groups, regulators, and congress are greatly concerned 
about the effects of such banking overhauls.
Legislation allowing banks, insurance firms, and securities firms 
to acquire one another and sell one another’s products may have a 
better chance of passing. Financial institutions have long sought 
to overhaul the Glass-Steagall Act of 1933, which was established 
to separate banking from securities activities.
Legislative and judicial efforts are also under way to clarify 
whether federal credit unions can serve employees from non-core 
groups. Current litigation over credit unions’ membership field 
will affect credit unions’ ability to add new members from non­
core groups. The U.S. Supreme Court is expected to hear argu­
ments during autumn of 1997 about the expansion of credit 
union membership. The Court’s decision will have a substantial 
impact on the future of credit unions.
The end result of these legislative and judicial reform efforts is 
impossible to predict, considering the number of interests 
involved and the complexity of the issues.
 In addition to the above-mentioned efforts, many 
other dynamics are evolving in the depository insti­
tutions and lending industry, including the following:
• A move into new lines of businesses, as financial institu­
tions seek to increase their revenue base
• The development of new and more sophisticated products, 
as the complexity of capital markets and consumer needs 
increases
• The development of alternative delivery channels, driven 
by rapid technological advances and consumer preferences
• An increase in business combinations, joint ventures, 
alliances, reengineering and outsourcing, as financial insti­
tutions seek efficiency and higher earnings
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These and other dynamics evolving in the industry generate great 
opportunities for financial institutions, but they also generate 
risks for institutions and for auditors. Sound banking depends 
upon a financial institution’s ability to identify, measure, moni­
tor, and control risks, and maintain reserves and capital adequate 
to cover those risks.
An auditor has a responsibility to be aware of mat­
ters that relate to the industry in which the finan­
cial institution operates. Those matters include 
economic conditions, government regulations, competitive con­
ditions, and changes in technology. Accordingly, the risks gener­
ated by the industry dynamics mentioned above and other risks 
should be considered in planning an audit. A consideration of 
certain industry matters which may pose audit risks follows.
Cre d it R is k /A s se t-Q u a lity Risk
The level of credit risk in most institutions de­
pends significantly upon the current state of the 
business and economic environment. The U.S. 
economy has been healthy, and significant loan losses recently 
have been low. Nevertheless there are factors currently present 
that indicate possible risk and possible future problems. Auditors 
may want to consider the significance and relevance of the fol­
lowing industry factors on their engagements when planning 
their audit procedures, since the existence of such factors may 
increase audit risk:
• Significant competition within the industry to make loans 
and generate earnings
• High volumes of outstanding credit (including growing 
consumer debt), with an increasing trend in delinquencies 
and personal bankruptcies
• Steadily declining loan loss allowances within the industry
• An increase in subprime lending, meaning loans to bor­
rowers with incomplete or tarnished credit histories
Loan
Losses
Assessing
Risk
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• An easing of underwriting standards, primarily due to com­
petition for loan growth and seeking higher yielding assets
• A decline in asset quality and increased delinquency pat­
terns in some banks affordable mortgage portfolios
• Increased aggressiveness among financial institutions in 
pursuing commercial real estate lending (Stiff competition 
in the real estate market increases the risk of lax underwrit­
ing standards.)
• Deteriorating balance sheets of some business borrowers 
and increased financial troubles among consumers
When assessing audit risk, planning audit procedures, and evalu­
ating loan loss allowances, auditors should be aware of the points 
listed below. The absence of one or more of the following points 
on an engagement may influence an auditor’s risk assessment and 
the nature of the audit procedures to be performed.
• Rapid delinquency intervention processes, comprehensive 
counseling, and reduced layering of multiple risk factors are 
often in place at institutions with good credit performance.
• Effective credit risk management depends on adequate 
management information systems.
• Loan loss allowances should be based on current and antic­
ipated market conditions, and not solely on what has hap­
pened in the past.
• Management should maintain solid underwriting stan­
dards and base them on long-term strategic portfolio 
objectives and the level of risk an institution is willing to 
tolerate over the long run.
• Management should be aware of the risks posed by sub­
prime lending and a financial institutions board of direc­
tors should place limits on the volume of subprime lending.
• Good controls, information systems, and servicing opera­
tions are important features of an institution’s ability to prop­
erly record loan losses in the period in which they occur.
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If auditors are concerned that subprime lending activities on their 
engagements may have a detrimental effect on the valuation of 
related assets and allowances in the financial statements, they 
may be interested in guidance issued by the Federal Deposit 
Insurance Corporation (FDIC) that highlights the unique risks 
related to subprime lending and identifies certain controls that 
are consistent with an effective risk management process over 
subprime lending activities (see FDIC FIL-44-97).
A s s e t M a n a g e m e n t and Em e rging M a rk e ts
Seeking higher earnings, depository institutions 
and other lenders are moving into business lines 
that create new risks. Included among those new 
business lines are asset management and emerging markets.
Asset management often has high acquisition costs that may be 
difficult to recover.
Risks inherent in conducting business in emerging markets 
include below-investment-grade credit quality and volatile mar­
kets. That volatility and poorer credit quality compounds the risk 
that loans and investments in these emerging markets may suffer 
large market-value losses and require writedowns and loss 
allowances. Management may fail to properly weigh these market 
volatility and credit quality factors when determining loan loss 
allowances, and disclosing information about fair values of loans 
and concentrations of credit risk.
Auditors should be aware of these and other risks associated with 
new lines of business and address them, as necessary. For exam­
ple, in responding to an increased risk related to asset manage­
ment, audit procedures could be focused on the propriety of the 
accounting for acquisition costs of those assets. If an auditor was 
sufficiently concerned about m anagement’s representations 
regarding the valuation of loans related to emerging markets, the 
assistance of a specialist may be required to become familiar with 
the economic, political, and social factors affecting the debt 
repayment. When using a specialist, auditors should be familiar 
with the guidance contained in the AICPA’s Statement on Au-
New
Business
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diting Standards (SAS) No. 73, Using the Work o f  a Specialist 
(AICPA, Professional Standards, vol. 1, AU sec. 336).
Asset Securitization
In an attempt to lower risk, diversify funding 
sources, improve earnings, and manage liquidity 
and capital, some financial institutions are relying 
more and more on securitization. Various risks to financial insti­
tutions are associated with the process of asset securitization. As 
described in Bulletin 96-52 of the Office of the Comptroller of 
the Currency (OCC), the primary risks associated with securiti­
zation activities are the following:
• Reputation risk. The risk to earnings or capital arising 
from negative public opinion, which can expose the insti­
tution to litigation and financial loss
• Strategic risk. The risk to earnings and capital arising from 
adverse business decisions or improper implementation of 
those decisions
• Credit risk. The risk to earnings or capital arising from an 
obligor’s failure to meet the terms of any contract with the 
institution or otherwise fail to perform as agreed
• Transaction risk. The risk to earnings or capital arising 
from problems with service or product delivery, and which 
is a function of internal controls, information systems, 
employee integrity, and operating processes
• Liquidity risk. The risk to earnings or capital arising from 
an institution’s inability to meet its obligations when they 
come due, without incurring unacceptable losses
These risks can lead to loss contingencies associated with servic­
ing responsibilities, incorrect loan and payment processing, the 
violation of laws or regulations, and other consequences that may 
have financial statement implications. Auditors should maintain 
an awareness and understanding of these risks as deemed neces­
sary based on the circumstances of the engagement. See the afore-
Selling
Assets
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mentioned bulletin for a discussion of these risks and the manner 
in which management should handle them.
When planning their audit procedures, auditors should also be 
alert to the long-term impact of the selling institution’s selection 
process in securitizing assets. Securitizing higher quality assets, 
while keeping lower quality assets on the balance sheet can cause 
the remaining portfolio quality to deteriorate. If that happens, 
auditors will need to determine whether management is main­
taining the higher levels of capital and loan loss allowances neces­
sary to respond to that portfolio deterioration.
New Products and Services
Depository institutions and other lenders con­
tinue to offer customers innovative products and 
services. One example is selling insurance — an­
nuities and credit life policies — to customers. When new pro­
ducts and services are launched, it is not uncommon for the 
related accounting system, operations system, or other systems 
to be ad hoc. In addition, there may be a lack of adequate test­
ing of the new systems or an ineffective integration with core 
systems. Also, management may lack expertise in the new prod­
ucts and services. For example, management may not possess 
the knowledge and skills needed to manage the business and 
risks of selling insurance.
In assessing the fair presentation of the financial statements, 
auditors are necessarily concerned with the reliability of the 
underlying accounting data. Accordingly, if financial institutions 
initiate new products and services, auditors should be aware of 
the risk that the accounting systems associated with the new 
products and services may lack adequate internal control due to 
the ad hoc nature of the system and due to management’s inex­
pertness. Inadequate internal control raises the prospect of unre­
liable accounting data. Based on the circumstances of the 
engagement, auditors should consider these risks when assessing 
audit and control risk and when determining substantive and 
control tests.
Ad Hoc
Systems
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PC Banking
On-line personal computer (PC) banking is grow­
ing in the industry. This emerging delivery channel 
for services allows customers to interact with the 
financial institution from their personal computer, via connec­
tions with the institution directly, or through connections with 
third-party vendors or the Internet. A wide range of services can 
be conducted on-line, including funds transfers, bill payments, 
and loan applications.
Various risks to institutions are involved with PC banking. 
Among them are the following:
• The risk that the integrity of the institution’s financial in­
formation may be compromised
• The risk of unauthorized access to the financial institu­
tion’s systems and databases
Security is the main issue, since PC banking represents an open­
ing of the institution’s computer system to outside and poten­
tially unauthorized users.
The FDIC has developed electronic banking examination proce­
dures, that address the safety and soundness aspects of electronic 
banking (see FDIC FIL-14-97). The National Credit Union 
Administration (NCUA) issued a letter to credit unions (see No. 
97-CU-5) that lists the regulatory compliance tied to PC banking 
for credit unions. Also, the Office of Thrift Supervision (OTS) 
has issued guidance on PC banking, through a statement entitled 
Retail On-Line PC Banking. The OCC is planning to issue risk 
management guidelines for Internet and phone banking, as well.
Unauthorized access to an institution’s financial systems and 
databases leaves the institution exposed to the risk that files could 
be inappropriately manipulated or unauthorized transactions 
could be entered into the financial systems. Auditors should 
therefore be concerned about a lack of adequate internal control 
over PC banking operations because the integrity of the financial 
data underlying the financial statements could be compromised
Delivery
Channel
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by inadequate controls. An auditor’s conclusion about the ade­
quacy of internal control associated with PC banking operations 
should be influenced by the following points:
• Management should control user access and protect data 
from access or alteration during transmission. (Programs 
can be implemented to protect computer systems from 
outside attack.)
• New computer hardware and software may be required to 
provide adequate security in a PC banking environment.
• Management should keep abreast of new technological 
developments and budget for technology upgrades, as 
necessary.
Auditors may also find it necessary to test the controls surround­
ing PC banking operations at an institution. For example, com­
puter-assisted auditing techniques may be required to assess the 
ability of someone to gain unauthorized access into the institu­
tion’s computer system.
Te chn o lo gy Risks
Depository institutions and other lenders are shift­
ing critical applications from mainframe computers 
to client/server systems, including PCs and net­
works. The applications being processed on client/server systems 
and stand-alone PCs include general ledger reporting, security 
portfolio accounting, and funds transfer.
Internal control related to the design, maintenance, and opera­
tion of the system changes when applications are switched from 
mainframe environments to PCs and networks. Security respon­
sibilities and database management are also altered.
Security and database management risks to the institution 
include the following:
• A lack of physical security over important hardware com­
ponents, due to the distributed nature of client/server 
environments
Mainframes 
to PCs
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• Unauthorized access to data and unauthorized modifica­
tion of application programs, due to a dependence on end- 
users to implement system functions and due to the 
distributed nature of the system
• Corruption of financial information maintained in the 
database due to deficiencies in the implementation and ad­
ministration of the database
The board of directors and the management of financial institu­
tions have the responsibility to develop and adopt adequate inter­
nal control policies and procedures related to client/server/PC 
systems. Reasonable procedures should be taken to protect the 
system from unauthorized access or changes. Controls should be 
established to ensure the integrity of data. Also, management 
should determine that the database management system has ade­
quate recovery capabilities.
Auditors may be concerned with technological changes at an 
institution if the related computer applications generate a finan­
cial statement line item or provide a basis for an accounting esti­
mate. Changes in security and database management controls 
may need to be adequately understood, assessed, and responded 
to by an auditor since the risks mentioned above could result in 
an unfair presentation of financial information.
Furthermore, the use of PCs, local area networks, and end-user 
computing at an institution can significantly affect an audit. The 
following are examples.
• An auditor’s assessment of control risk would normally 
consider the kinds of functions capable of being performed 
on PCs at an institution and the limitations on the use of 
utilities and other software.
• An auditor may find that the use of local area network 
technology results in a paperless transaction processing 
environment in which much of the traditional audit trail 
has disappeared. The use of computer-assisted audit tech­
niques may be the only effective way to gather and analyze 
audit evidence in this environment.
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• End-user developed applications that have a significant 
effect on the financial statements may require high-assur­
ance substantive testing using independent data.
The AICPA has published two Auditing Procedure Studies that provide 
valuable guidance to practitioners auditing in computer environments, 
which are the following: Auditing in Common Computer Environments 
(Product No. 021059) and The Information Technology Age: Evidential 
Matter in the Electronic Environment (Product No. 021068). Call the 
AICPA at 1(800)862-4272 to order.
The Third M ille n n iu m  Bug
The third millennium bug refers to the problems 
computer systems will face when they roll over 
from 1999 A.D. to 2000 A.D. It is a long-standing 
practice of computers to use two digit year fields. When the year 
2000 A.D. arrives, computers will treat the “00” as 1900 A.D. 
rather than 2000 A.D. This could cause numerous problems at 
depository institutions and other lenders, including the following:
• Production of incorrect data (for example, miscalcula­
tion of interest and finance charges) by date-sensitive fi­
nancial applications
• Disruption of effective computer communications be­
tween financial institutions, external data processing cen­
ters, clearinghouses, and customers
• Reduced creditworthiness of borrowers, due to service dis­
ruptions in their businesses resulting from the Year 2000 
A.D. (Y2k) problem.
The Federal Financial Institutions Examinations Council 
(FFIEC) issued an interagency statement emphasizing the need 
to make all information processing systems Y2k compliant and 
the need to identify specific concerns that should be considered 
in managing a conversion program. As noted in the FFIEC state­
ment, mission-critical systems should be identified and priorities 
set for Y2k work by the end of the third quarter of 1997. For mis­
sion-critical applications, it is strongly recommend that program-
1 7
Y2k
Compliant
ming changes be largely completed and testing well under way by 
December 31, 1998 (see FDIC FIL-50-97, NCUA Letter No. 
97-CU-6, and FRB SR 97-16).
The AICPA’s Audit Issues Task Force (AITF) of the Auditing 
Standards Board (ASB) will soon issue a series of Interpretations 
of the auditing standards to explain an auditor’s responsibilities 
associated with Y2k issues. The Interpretations are to address 
three questions:
• Does the auditor of financial statements have a responsibil­
ity to detect the Y2k issue?
• How does the Y2k issue affect the planning for an audit of 
financial statements?
• Under what circumstances is the Y2k issue a reportable 
condition?
Even in situations in which the auditor decides the Y2k issue is 
not a reportable condition (and even if the effects of the problem 
have not been detected), auditors are encouraged to discuss the 
issue with their clients.
SAS No. 83, Establishing an Understanding with the Client, (see 
the “Audit Issues and Developments” section of this Audit Risk 
Alert) requires auditors to obtain an understanding with the 
client regarding the service to be performed, including the objec­
tives and limitations of an audit of financial statements. Auditors 
may wish to specifically address the Y2k issue in connection with 
obtaining that understanding and may consider adding language 
such as the following to their engagement letter:
Because many computerized systems use only two digits to 
record the year in date fields (for example, the year 1998 A.D. 
is recorded as 98), such systems may not be able to accurately 
process dates ending in the year 2000  A.D. and after. The 
effects o f this issue will vary from system to system and may 
adversely affect an entity’s operations as well as its ability to 
prepare financial statements.
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An audit o f financial statements conducted in accordance with 
generally accepted auditing standards is not designed to detect 
whether the Institutions systems are year 2000  compliant. 
Further, we have no responsibility with regard to the Insti­
tution’s efforts to make its information systems year 2000  
compliant. These are responsibilities o f the Institution’s man­
agement. However, we may choose to communicate matters 
that come to our attention relating to the Year 2000 issue for 
the benefit o f management.
The auditor also may wish to consider whether Y2k-related prob­
lems should be highlighted in their management comment let­
ters. Through inquiries of client personnel, the auditor may 
obtain information regarding the client’s understanding of the 
Y2k issue and, if applicable, the progress of its Y2k compliance 
efforts. The auditor may wish to communicate to senior manage­
ment and the audit committee the results of such inquiries and 
any observations regarding the Y2k issue. However, auditors 
should be cautious in these communications not to imply an 
assumption of assuring Y2k compliance.
Auditors should consider whether costs associated with their 
clients modification of computer systems pursuant to the Y2K 
issue have been properly accounted for. The Financial Account­
ing Standards Boards (FASB) Emerging Issues Task Force (EITF) 
has considered this matter in EITF Issue No. 96-14, Accounting 
f o r  the Costs Associated with M odifying Computer Software fo r  the 
Year 2000. This issue addresses accounting for the external and 
internal costs specifically associated with the modification of 
internal-use computer software for the year 2000 A.D. The issue 
does not address purchases of hardware or software that replace 
existing software that is not Y2k compliant, nor does it address 
impairment or amortization issues relating to existing assets. The 
EITF Task Force reached a consensus that external and internal 
costs specifically associated with modifying internal-use software 
for the year 2000 A.D. should be charged to expense as incurred. 
Securities and Exchange Commission (SEC) staff has agreed with 
the EITF consensus.
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In some circumstances, the Y2K issue may render certain client 
assets (for example, computer hardware and software) obsolete or 
inoperable. Accordingly, auditors may wish to consider whether 
the client has properly accounted for such events by appropriately 
adjusting useful lives and/or residual values, or recognizing 
impairment losses pursuant to the guidelines set forth under 
FASB Statement No. 121, Accounting fo r  the Impairment o f  Long- 
Lived Assets and  f o r  Long-Lived Assets to Be Disposed o f  (FASB, 
Current Text, vol. 1, sec. I08).
In addition to the disclosure requirements under the pronounce­
ments mentioned in the preceding section, practitioners should 
be aware of the requirements of Statement of Position (SOP) 94- 
6, Disclosure o f  Certain S ign ificant Risks and  Uncertainties 
(AICPA, Technical Practice Aids, vol. 2, sec. 10,640). In addition, 
SAS 59, The Auditors Consideration o f  an Entity’s Ability to Con­
tinue as a Going Concern (AICPA, Professional Standards, vol. 1, 
AU sec. 34), discusses the disclosure requirements when there are 
going concern issues. However, generally accepted accounting 
principles (GAAP) do not require disclosure of the costs to make 
systems Y2k compliant.
Auditors should also be aware of the potential legal threat relating 
to Y2K issues. Some litigation consultants have indicated that 
lawsuits against corporate officers, directors, and perhaps auditors 
will begin before 2000 A.D. over their failure to recognize and 
remedy the problem. Some clients may be ignorant as to these 
matters. Others may underestimate the magnitude of the prob­
lem. Those who mistakenly believe that these problems should be 
addressed and resolved as part of the audit process are likely to 
seek legal recourse if that outcome is not achieved. Auditors may 
wish to educate their clients on this new challenge and its impli­
cations. Auditors may wish to incorporate these issues in the 
engagement letter by outlining the responsibilities of the client 
and the auditor. Thus, advising the client and planning ahead 
may deter any potential dispute with the client while at the same 
time offering the opportunity of helping clients understand the 
seriousness of the problem and identifying resources that may be 
needed to address the issues.
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M isa p p ro p ria tio n  o f As se ts
Insider or employee theft is on the rise. The 
increased computerization taking place at deposi­
tory institutions and other lenders often allows more people to 
have access to sensitive information and databases. Employee 
fraud can take on many forms. Auditors should be concerned 
about the theft of an institutions assets if the effect of the theft 
causes the financial statements to be materially misstated. In 
planning an audit, the auditor should consider fraud risk factors 
in accordance with the guidance contained in SAS No. 82, Con­
sideration o f  Fraud in a Financial Statement Audit (AICPA, Profes­
sional Standards, vol. 1, AU sec. 316). Judgement must be used in 
identifying fraud risk factors present in an engagement. Fraud 
risk factors related to misappropriation of assets that may be pre­
sent at a financial institution include the following:
• A lack of background checks on new hires
• A very weak or nonexistent ethics policy for employees
• Unreasonably infrequent or nonexistent reviews of security 
software and systems
In implementing SAS No. 82, auditors can consult the AICPA’s publi­
cation entitled Considering Fraud in a Financial Statement Audit: Practi­
cal Guidance fo r  Applying SAS No. 82 (Product No. 008883). This 
publication contains example fraud risk factors specifically developed 
for financial institutions. Call the AICPA at 1(800)862-4272 to order.
D e riva tive s and Trading Risks
Derivatives, together with trading operations have 
become important financial management tools for 
many financial institutions. Derivatives’ use and 
trading activities have climbed significantly. Derivatives and 
trading activities may be complex and volatile, and it is some­
times difficult to understand their features, risks, and intended 
uses. Accounting issues involving derivatives can be contentious, 
including accounting estimates that are based on subjective fac­
Financial
Instruments
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tors. Trading operations can often lack appropriate controls, due 
to the rapid expansion of those activities. Those matters may 
increase audit risk. For example, market losses may not be recog­
nized as they occur.
Depository institutions and other lenders should maintain strong 
risk management systems for derivative and trading activities. 
This involves adequate policies and procedures, risk measure­
ment and reporting systems, and independent oversight and 
internal control processes. Trading operations should be sepa­
rated from record-keeping operations, and traders should be 
appropriately managed and supervised. Senior management 
should possess adequate knowledge of the trading risks that are 
being taken and adequate knowledge of the institution’s controls.
Depending on the circumstances of the engagement, an auditor 
needs to learn about the extent of the derivatives’ use and trading 
activities of the client, assess the level of financial reporting risk, 
define audit objectives, perform appropriate testing, and evaluate 
the results of those tests.
The AICPA has issued a publication entitled Derivatives — Current 
Accounting and Auditing Literature (Product No. 014888) which will 
greatly aid the auditor in conducting these tasks. The Committee of 
Sponsoring Organizations of the Treadway Commission (COSO) has 
published an information tool entitled Internal Control Issues in Deriva­
tives Usage (Product No. 990010) which may also be of interest to audi­
tors. Call the AICPA at 1(800)862-4272 to order.
C re d it Union D isclosures
As mentioned earlier in this Audit Risk Alert, con­
tinuing litigation over NCUA policy is affecting 
the ability of federal credit unions to add new 
members from non-core groups and may affect their ability to 
keep all of the groups they currently serve. Auditors of credit 
union financial statements may wish to consult SOP 94-6, Dis­
closure o f  Certain Significant Risks and  Uncertainties, when con­
Membership
Growth
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sidering the potential disclosure issues related to this field of 
membership question.
O the r Industry M a tte rs
In addition to the areas mentioned above, other 
risks auditors should be alert to include the 
following:
• Credit unions m aintaining concentrations of uninsured 
deposits at corporate credit unions, which may require dis­
closure and an asset impairment evaluation
• Staff reductions and reorganization, resulting in a lack of 
segregation of duties that may affect financial reporting
• Attempts to manipulate income and efficiency ratios through 
the deferral of current costs and improper capitalization
• Failure to assess the effectiveness of the internal control of 
outsourcing vendors
Legislative  and Regulatory Developm ents
The AICPA Audit and Accounting Guide (Guide) Banks and Savings 
Institutions establishes new requirements for disclosures about regulatory 
matters effective for financial statements issued for fiscal years ending 
after June 15, 1996. See chapter 2 of this Guide for more information.
This Audit Risk Alert does not list every new regulation nor 
does it provide a comprehensive discussion of each issue, but 
refers to laws, regulations, rulings, or other documents and 
related publications of the FDIC, the OCC, the NCUA, the 
Board of Governors of the Federal Reserve System (FRB), and 
the OTS, which collectively are referred to as the agencies. 
Readers should consult the “Information Sources” section at the 
end of this Audit Risk Alert to find out how to get copies of the 
referenced documents. The following legislative and regulatory 
developments are presented to help auditors keep abreast of 
such matters in the industry.
More Risks
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R e c e n tly  E n a c te d  Le g is la tio n
The Reigle-Neal Clarification Act of 1997
Also known as the “Interstate Branching Bill”, this measure has 
been signed into law. This legislation provides clarification as to 
the applicability of host state regulations to branches of out of 
state banks.
R e c e n tly  En a c te d  R e g u la tio n s
Corporate Credit Union Rule
The NCUA has adopted a new rule which attempts to strengthen 
capital requirements and lower investment risks in the corporate 
credit union system. The revisions to Part 704, Corporate Credit 
Unions, create, among other things, a multi-tiered framework linked 
to the level of risk in a corporate credit unions investment portfolio. 
Additional reserves and a more sophisticated infrastructure are 
required by the regulation as risk levels increase. The new rule’s pro­
visions take effect on January 1, 1998 (see 12 CFR Part 704).
Credit Union Investment Rule
The NCUA issued a final rule on Investment and Deposit Activ­
ities (Part 703) of credit unions that clarifies a number of areas, 
adds restrictions on some securities, broadens authority in certain 
areas, and attempts to ensure that both credit unions’ manage­
ment and board of directors can authorize only the purchase of 
investments they understand. The regulatory burden is mini­
mized for those credit unions that choose to maintain a simple 
portfolio of investments. This rule is effective January 1, 1998. 
However, early application in the pilot program may begin on or 
after July 18, 1997 (see 12 CFR Part 703).
NCUA Loans and OMB Circular A-133
The Office of Management and Budget (OMB) has added a new 
paragraph to OMB Circular A-133 to address certain loans pro­
vided by the NCUA. Specifically, loans made from the National 
Credit Union Share Insurance Fund and the Central Liquidity 
Facility are funded by contributions from insured institutions
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and are not considered federal awards expended under OMB Cir­
cular A -133. However, the NCUA provides loans under other 
programs, such as the Community Development Revolving Loan 
Programs for Credit Unions, which are considered federal awards 
for purposes of applying OMB Circular A-133.
Glass/Steagall Act
The FRB has significantly modified certain rules related to Sec­
tion 20 subsidiaries in three areas. First, the amount of gross rev­
enue that a Section 20 subsidiary can derive from ineligible 
activities (debt/equity securities underwriting and dealing) has 
been raised from 10 percent to 25 percent. In addition, the 
methodology for calculating gross revenue from eligible activities 
has been modified to include items, such as interest income 
earned on “ineligible” securities held in a bank’s own investment 
account. Finally, the FRB has eased certain restrictions, including 
those related to cross-marketing and employee interlocks, related 
to fire walls between commercial banks and their Section 20 sub­
sidiaries (see the Federal Register, December 30, 1996 and 
November 7, 1996).
Expanded Powers for Bank Holding Companies
The FRB has adopted a comprehensive set of changes to Regula­
tion Y that permit well-capitalized bank holding companies to 
qualify for an easing of restrictions related to their nonbanking 
activities and for streamlined procedures in connection with 
acquisitions. These changes are designed to improve the compet­
itiveness of sound banking organizations by eliminating unneces­
sary regulatory burdens. Other changes include exemptions from 
certain Change in Bank Control Filing Act filings and the recision 
of tying rules related to nonbank subsidiaries (see the Federal Reg­
ister, February 28, 1997).
Fiduciary Activities of National Banks
The OCC has adopted a new rule governing the fiduciary activi­
ties of national banks, which dramatically changes certain aspects 
of the previous rule. These changes clarify the definition of a fidu­
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ciary activity to specifically exclude, among other things, invest­
ment advice incidental to other services not covered by the rule 
and municipal finance consulting. The new rule also recognizes the 
current evolution of operational processes and practices, by per­
mitting such activities as outsourcing and the use of affiliate 
employees by a national bank to perform services related to the 
bank's trust activities (see the Federal Register, December 30, 1996).
Practitioners engaged to perform services in connection with Part 
9.9 of the rule should give consideration to the objectives of the 
engagement and the appropriate professional standards to follow. 
In circumstances in which highly objective procedures will be ap­
plied, an agreed-upon procedures engagement in accordance with 
SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Spec­
ified  Elements, Accounts, or Items o f  a Financial Statement (AICPA, 
Professional Standards, vol. 1, AU sec. 622) and Statement on 
Standards for Attestation Engagements (SSAE) No. 4, Agreed- 
Upon Procedures Engagements (AICPA, Professional Standards, vol. 
1, AT sec. 600) would generally be appropriate if all of the crite­
ria are met for engagement acceptance under these standards. 
Practitioners are cautioned that certain procedures in the OCC’s 
Fiduciary Audit Questionnaire are overly subjective and thus 
open to varying interpretations. Accordingly, such procedures 
would be inappropriate under SAS No. 75 and SSAE No. 4.
Uniform Financial Institution Rating System
The FDIC, along with the other agencies, adopted the FFIEC 
Policy Statement on Uniform Financial Institution Rating Sys­
tem (UFIRS). The most significant revision is the addition of a 
sixth component, sensitivity to market risk (S), to the CAMELS 
rating system. The Policy Statement also clarifies component rat­
ing definitions and places an increased emphasis on the quality of 
risk management practices (see FDIC FIL-105-96).
Credit Scoring
The OCC has issued guidance outlining recent concerns raised 
with regard to the use of credit scoring models and management’s 
responsibilities in this area (see OCC Bulletin 97-24).
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Regulatory Capital Lim it on Servicing Assets
The FFIEC has issued a proposal to ease limits on the volume of 
mortgage servicing assets that state nonmember banks can recog­
nize in calculating asset levels and Tier 1 capital. It would also 
increase restrictions on savings institutions for nonmortgage ser­
vicing assets (see FDIC PR-50-97).
A u d it Issues and Developm ents 
C o n sid e ra tio n of Frau d  in a Fin a n c ia l S ta te m e n t A u d it
SAS No. 82, Consideration o f  Fraud in a Financial 
Statement Audit, is effective for calendar year 1997 
financial statement audits. The auditor has a responsibility to 
plan and perform the audit to obtain reasonable assurance about 
whether the financial statements are free of material misstate­
ment, whether caused by error or fraud. This Statement provides 
guidance to auditors in fulfilling that responsibility, as it relates to 
fraud, and specifically—
• Describes fraud and its characteristics.
• Requires the auditor to specifically assess the risk of material 
misstatement due to fraud and provides categories of fraud 
risk factors to be considered in the auditor’s assessment.
• Provides guidance on how the auditor responds to the 
results of the assessment.
• Provides guidance on the evaluation of audit test results as 
they relate to the risk of material misstatement due to 
fraud.
• Describes related documentation requirements.
• Provides guidance regarding the auditor’s communication 
about fraud to management, the audit committee, and 
others.
Notwithstanding the auditors responsibility discussed in the pre­
ceding paragraph, management is responsible for adopting sound 
accounting policies and for establishing and maintaining internal
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SAS No. 82
control that will, among other things, record, process, summa­
rize, and report transactions consistent with management’s asser­
tions embodied in the financial statements.
Au d itin g  Investm en ts
SAS No. 81, Auditing Investments (AICPA, Profes­
 sional Standards, vol. 1, AU sec. 332), is effective for
audits of financial statements for periods ending on or after 
December 15, 1997. This Statement provides guidance to au­
ditors in auditing investments in debt securities and equity securi­
ties, and investments accounted for under APB Opinion No. 18, 
The Equity Method o f  Accounting fo r  Investments in Common Stock.
Significant requirements of this Statement include the following:
• Use of procedures to obtain evidence about the existence, 
ownership, and completeness of investments including 
confirmation with various parties or physical inspection
• Review of accounting policies for conformity with gener­
ally GAAP, including financial statement disclosures
• Consideration of whether investment activities corroborate 
or conflict with management’s stated intent and the appro­
priateness of the classification of investments under FASB 
Statement No. 115 (FASB, Current Text, vol. 1, sec. I80)
• Assessment of the reasonableness of any model used to 
determine fair value (In some instances, the auditor will 
need to involve specialists to make this judgment.)
• Evaluation of management’s conclusions about the exis­
tence of an other-than-temporary impairment condition
In addition, this Statement provides auditing guidance on invest­
ments accounted for using the equity method of accounting.
E v id e n tia l M a tte r
SAS No. 80, Amendment to Statement on Auditing 
Standards No. 31, Evidential Matter (AICPA, Profes-
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SAS No. 81
SAS No. 80
sional Standards, vol. 1, AU sec. 332), incorporates guidelines 
related to evidential matter which is in electronic format. SAS 
No. 80 states
In en tities where s ign ifican t inform ation is transm itted , 
processed, m aintained, or accessed electronically, the auditor 
m ay determ ine that it is not practical or possible to reduce 
detection risk to an acceptable level by perform ing only sub­
stantive tests for one or more financial statement assertions.
This guidance carries important implications for audits of finan­
cial institutions, where large amounts of financial information are 
generally in electronic format. Auditors need to assess the audit 
approach on their engagements, in light of the guidance in SAS 
No. 80.
Auditors of depository institutions and other lenders w ill benefit from 
reading the AICPA Auditing Procedure Study entitled The Information 
Technology Age: Evidential Matter in the Electronic Environment (prod­
uct No. 021068). This study provides guidance to auditors in applying 
SAS No. 31, as amended by SAS No. 80, in the audit of financial state­
ments o f an institution in which significant information is in electronic 
format. Call the AICPA at 1(800) 862-4272 to order.
Exte n d e d  A u d it S e rvic e s
The AICPA adopted an interpretation under Rule 
101, Independence , related to extended audit ser­
vices, which may include assistance in the performance of the 
client’s internal audit activities and/or an extension of audit ser­
vice beyond the requirements of generally accepted auditing stan­
dards. This interpretation provides the auditor with guidance for 
maintaining an appropriate level of independence when provid­
ing extended audit services to audit clients.
Esta b lish in g  an U nderstanding w ith  th e  C lie n t
SAS No. 83 and SSAE No.7, Establishing an Under­
standing with the Client, is expected to be issued in 
October 1997. The SAS and SSAE—
SAS No. 83 
SSAE No. 7
Rule 101
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• Require the practitioner to establish an understanding 
with the client that includes the objectives of the engage­
ment, the responsibilities of management and the auditor, 
and any limitations of the engagement.
• Require the practitioner to document the understanding 
with the client in the workpapers, preferably through a 
written communication with the client.
• Provide guidance for situations in which the practitioner 
believes that an understanding with the client has not been 
established.
The SAS also identifies specific matters that ordinarily would 
be addressed in the understanding with the client, and other 
contractual matters an auditor m ight wish to include in the 
understanding.
SAS No. 83 and SSAE No. 7 are effective for engagements for 
periods ending on or after June 15, 1998. Earlier application is 
permitted.
Communications Between Predecessor and Successor Auditors
SAS No. 84, Communications Between Predecessor 
and Successor Auditors, is expected to be issued in 
November 1997. This Statement provides guidance on commu­
nications between predecessor and successor auditors if  a change 
of auditors is in process or has taken place. It also provides com­
munications guidance if possible misstatements are discovered in 
financial statements reported on by a predecessor auditor. The 
SAS applies whenever an independent auditor is considering 
accepting an engagement to audit or reaudit financial statements 
in accordance with generally accepted auditing standards 
(GAAS), and after such auditor has been appointed to perform 
such an engagement. SAS No. 84 will be effective with respect to 
acceptance of an engagement after March 31, 1998. Earlier appli­
cation is permitted.
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SAS No. 84
M a n a g e m e n t R e p re se n ta tio n s
SAS No. 85, Management Representations, is expec­
ted to be issued in December 1997 or January 1998. 
The SAS establishes a requirement that an independent auditor, 
performing an audit in accordance with GAAS, obtain written 
representations from management for all financial statements and 
periods covered by the auditors report. Additionally, the SAS pro­
vides guidance concerning the representations to be obtained. An 
illustrative management representation letter is included in the 
Statement. SAS No. 85 will be effective for audits of financial 
statements for periods ending on or after June 30, 1998. Earlier 
application is permitted.
La w y e rs ’ Response s to A u d it Inquiry Le tte rs
In January, 1997 an auditing Interpretation of SAS 
No. 12, Inquiry o f  a Client's Lawyer Concerning Lit­
igation, Claims, and  Assessments (AICPA, Profes­
sional Standards, vol. 1, AU sec. 337), was issued entitled Use o f  
Explanatory Language Concerning Unasserted Possible Claims or 
Assessments in Lawyers Responses to Audit Inquiry Letters (AICPA, 
Professional Standards, vol. 1, AU sec. 9337 .31-.32). The Inter­
pretation indicates that the inclusion of certain explanatory com­
ments to emphasize the preservation of the attorney-client 
privilege, in responses by lawyers to audit inquiry letters, does not 
result in an audit scope lim itation. The Interpretation also 
reminds auditors of the requirement in SAS No. 12 to obtain the 
lawyer’s acknowledgment of his responsibility to advise and con­
sult with the client concerning financial statement disclosure 
obligations for unasserted possible claims or assessments.
A u d ito r’s R e s p o n sib ility  fo r Info rm atio n in Ele c tro n ic  S ite s
An Interpretation of SAS No. 8, Other Information 
in Documents Containing Audited Financial State­
ments (AICPA, Professional Standards, vol. 1, AU 
sec. 550) was issued in March 1997, entitled Other Information in 
Electronic Sites Containing Audited Financial Statements (AICPA,
Electronic
Sites
Lawyers’
Letters
SAS No. 85
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Professional Standards, vol. 1, AU sec. 9550.16-.18). It explains 
the auditor’s responsibility for other information in an electronic 
site, such as an institution’s location on the World Wide Web, 
when a client puts its audited financial statements and accompa­
nying auditor’s report on the site. The Interpretation states that 
electronic sites are a means of distribution and are not “docu­
ments,” as that term is used in SAS No. 8. Thus, auditors are not 
required by SAS No. 8 to read information contained in elec­
tronic sites, or to consider the consistency of other information in 
electronic sties with the original documents.
Auditors may be asked by their clients to render professional ser­
vices about information in electronic sites. Such services, which 
might take different forms, are not contemplated by SAS No. 8. 
Other auditing or attestation standards may apply. For example, 
agreed-upon procedures pursuant to AU section 622 or AT sec­
tion 600, depending on the nature of the service requested.
A I T F  A d v is o ry : Reportin g on the C o m p u tatio n  of Ea rn in g s Pe r Share
In February 1997, the FASB issued Statement No. 
128, Earnings Per Share (FASB, Current Text, vol. 1, 
sec. E11). The statement, which is effective for 
annual and interim periods ending after December 15, 1997 (ear­
lier application is not permitted), changes the way entities compute 
earnings per share (EPS). After the effective date, the statement 
requires that all prior period EPS data presented be restated to con­
form with the Statement’s provisions. Practitioners should be aware 
that public companies are required to follow the guidance in SEC 
Staff Accounting Bulletin No. 74, Disclosure o f  the Impact that 
Recently Issued Accounting Standards Will Have on the Financial 
Statements o f  Registrants When Adopted in a Future Period, and 
include a discussion of the expected impact of the statement in reg­
istration statements and Form 10-Qs filed during 1997.
For the audit of the first annual period subsequent to the State­
ment’s effective date, the AITF is advising auditors that they are 
not required to refer in their audit reports to the change required 
by the Statement, provided the financial statements clearly dis­
close that the comparative EPS data for the prior years presented
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FASB 
No. 128
has been restated. Such disclosure would be similar to that for 
reclassification of prior-year financial information made for com­
parative purposes.
Accounting Developm ents 
F A S B  S ta te m e n t N o .  1 0 7  Exe m p tio n s
In December 1996 the FASB issued FASB State­
ment No. 126, Exemption from  Certain Required 
Disclosures about Financial Instruments fo r  Certain 
N onpublic Entities (FASB, Current Text, vol. 1, sec. F25) This 
Statement amends FASB Statement No. 107, Disclosures about 
Fair Value o f  Financial Instruments (FASB, Current Text, vol. 1, 
sec. F25), to make the disclosures about the fair value of financial 
instruments prescribed in FASB Statement No. 107 optional for 
entities that meet all of the following criteria:
a. The entity is a nonpublic entity
b. The entity’s total assets are less than $100 million on the 
date of the financial statements
c. The entity has not held or issued any derivative financial 
instruments, as defined in FASB Statement No. 119, Dis­
closure about D erivative F inancial Instruments and  Fair 
Value o f  Financial Instruments (FASB, Current Text, vol. 1, 
sec. F25), other than loan commitments, during the 
reporting period.
This Statement shall be effective for fiscal years ending after 
December 15, 1996. Earlier application is permitted in financial 
statements that have not been issued previously.
Deferral of Certain F A S B  S ta te m e n t N o .  1 2 5  Provisions
In December 1996, the FASB issued FASB State­
ment No. 127, Deferral o f  the Effective Date o f  Cer­
tain Provisions o f  FASB Statement No. 125 (FASB, 
Current Text, vol. 1, sec. F38). FASB Statement No. 125, Ac­
counting fo r  Transfers and Servicing o f  Financial Assets and Extin­
FASB 
No. 127
FASB 
No. 126
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guishments o f  Liabilities (FASB, Current Text, vol. 1, secs. F35 and 
F38), was issued in June 1996 and establishes, among other 
things, new criteria for determining whether a transfer of finan­
cial assets in exchange for cash or other consideration should be 
accounted for as a sale or as a pledge of collateral in a secured bor­
rowing. FASB Statement No. 125 also establishes new account­
ing requirements for pledged collateral. As issued, FASB 
Statement No. 125 is effective for all transfers and servicing of 
financial assets and extinguishments of liabilities occurring after 
December 31, 1996.
The FASB was made aware that the volume and variety of certain 
transactions and the related changes to information systems and 
accounting processes that are necessary to comply with the re­
quirements of FASB Statement No. 125 would make it extremely 
difficult, if not impossible, for some affected enterprises to apply 
the transfer and collateral provisions of FASB Statement No. 125 
to those transactions as soon as January 1, 1997. As a result, this 
Statement defers for one year the effective date (a) of paragraph 
15 of FASB Statement No. 125 and (b) for repurchase agreement, 
dollar-roll, securities lending, and similar transactions, of para­
graphs 9 to 12 and 237(b) of FASB Statement No. 125.
FASB Statement No. 127 provides additional guidance on the 
types of transactions for which the effective date of FASB State­
ment No. 125 has been deferred. It also requires that if it is not 
possible to determine whether a transfer occurring during calen­
dar-year 1997 is part of a repurchase agreement, dollar-roll, secu­
rities lending, or similar transaction, then paragraphs 9 to 12 of 
FASB Statement No. 125 should be applied to that transfer.
All provisions of FASB Statement No. 125 should continue to be 
applied prospectively, and earlier or retroactive application is not 
permitted. Auditors should be aware that FASB Statement No. 
125 significantly affects accounting for (and disclosures about) 
many financial institution transactions, including the following:
• Sales of loan participations
• Collateral controlled by an institution as a secured party
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• Securities lending transactions
• Repurchase and reverse-repurchase agreements
Ea rn in g s Pe r Share
In February 1997, the FASB issued FASB State­
ment No. 128, Earnings Per Share (FASB, Current 
Text, vol. 1, sec. E11). This Statement establishes 
standards for computing and presenting earnings EPS and 
applies to entities with publicly held common stock or potential 
common stock. This Statement simplifies the standards for com­
puting earnings per share previously found in APB Opinion No. 
15, Earnings Per Share, and makes them comparable to interna­
tional EPS standards. It replaces the presentation of primary EPS 
with a presentation of basic EPS. It also requires a dual presenta­
tion of basic and diluted EPS on the face of the income statement 
for all entities with complex capital structures and requires a rec­
onciliation of the numerator and denominator of the basic EPS 
computation to the numerator and denominator of the diluted 
EPS computation.
Basic EPS excludes dilution and is computed by dividing income 
available to common stockholders by the weighted-average num­
ber of common shares outstanding for the period. Diluted EPS 
reflects the potential dilution that could occur if securities or 
other contracts to issue common stock were exercised or con­
verted into common stock or resulted in the issuance of common 
stock that then shared in the earnings of the entity. Diluted EPS 
is computed similarly to fully diluted EPS pursuant to APB 
Opinion 15.
This Statement supersedes APB Opinion 15 and AICPA Ac­
counting Interpretations 1 to 102 of APB Opinion 15. It also 
supersedes or amends other accounting pronouncements listed in 
appendix D of the Opinion. The provisions in this Statement are 
substantially the same as those in International Accounting Stan­
dard 33, Earnings Per Share, recently issued by the International 
Accounting Standards Committee.
FASB 
No. 128
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This Statement is effective for financial statements issued for 
periods ending after December 15, 1997, including interim peri­
ods; earlier application is not permitted. This Statement requires 
restatement of all prior-period EPS data presented.
Capital Structure
In February 1997, the FASB issued FASB State­
ment No. 129, Disclosure o f  Information about Cap­
ital Structure (FASB, Current Text, vol. 1, sec. C24). 
This Statement establishes standards for disclosing information 
about an entity’s capital structure. It applies to all entities. This 
Statement continues the previous requirements to disclose certain 
information about an entity’s capital structure found in APB 
Opinions 10, Omnibus Opinion—1966, and 15, Earnings Per 
Share, and FASB Statement No. 47, Disclosure o f  Long-Term Ob­
ligations (FASB, Current Text, vol. 1, sec. C32), for entities that 
were subject to the requirements of those standards. This State­
ment eliminates the exemption of nonpublic entities from certain 
disclosure requirements of APB Opinion 15 as provided by FASB 
Statement No. 21, Suspension o f  the R eporting o f  Earnings Per 
Share and  Segment Information by Nonpublic Enterprises (FASB, 
Current Text, vol. 1, sec. E09). It supersedes specific disclosure 
requirements of APB Opinions 10 and 15 and FASB Statement 
No. 47, and consolidates them in this Statement for ease of 
retrieval and for greater visibility to nonpublic entities.
This Statement is effective for financial statements for periods end­
ing after December 15, 1997. It contains no change in disclosure 
requirements for entities that were previously subject to the require­
ments of APB Opinions 10 and 15 and FASB Statement No. 47.
Comprehensive Income
In June 1997, the FASB issued FASB Statement 
No. 130, Reporting Comprehensive Income. This 
Statement establishes standards for reporting and 
display of comprehensive income and its components (revenues, 
expenses, gains, and losses) in a full set of general-purpose finan-
FASB 
No. 130
FASB 
No. 129
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cial statements. This Statement requires that all items that are 
required to be recognized under accounting standards as compo­
nents of comprehensive income be reported in a financial state­
ment that is displayed with the same prominence as other 
financial statements. This Statement does not require a specific 
format for that financial statement but requires that an enterprise 
display an amount representing total comprehensive income for 
the period in that financial statement.
This Statement requires that an enterprise (a) classify items of 
other comprehensive income by their nature in a financial state­
ment and (b) display the accumulated balance of other compre­
hensive income separately from retained earnings and additional 
paid-in capital in the equity section of a statement of financial 
position.
This Statement is effective for fiscal years beginning after Decem­
ber 15, 1997. Reclassification of financial statements for earlier 
periods provided for comparative purposes is required.
Segment Information
In June 1997 the FASB issued FASB Statement 
No. 131, Disclosures about Segments o f  an Enterprise 
and Related Information. This Statement establishes 
standards for the way that public business enterprises report 
information about operating segments in annual financial state­
ments and requires that those enterprises report selected infor­
mation about operating segments in interim financial reports 
issued to shareholders. It also establishes standards for related 
disclosures about products and services, geographic areas, and 
major customers. This Statement supersedes FASB Statement 
No. 14, Financial Reporting fo r  Segments o f  a Business Enterprise 
(FASB, Current Text, vol. 1, sec. S20), but retains the require­
ment to report information about major customers. It amends 
FASB Statement No. 94, Consolidation o f  All M ajority-O wned  
Subsidiaries (FASB, Current Text, vol. 1, sec. C25), to remove the 
special disclosure requirements for previously unconsolidated 
subsidiaries.
FASB 
No. 131
_________J
37
This Statement does not apply to nonpublic business enterprises 
or to not-for-profit organizations.
This Statement requires that a public business enterprise report 
financial and descriptive information about its reportable operat­
ing segments. Operating segments are components of an enter­
prise about which separate financial information is available that 
is evaluated regularly by the chief operating decision maker in 
deciding how to allocate resources and in assessing performance. 
Generally, financial information is required to be reported on the 
basis that it is used internally for evaluating segment performance 
and deciding how to allocate resources to segments.
This Statement requires that a public business enterprise report a 
measure of segment profit or loss, certain specific revenue and 
expense items, and segment assets. It requires reconciliations of 
total segment revenues, total segment profit or loss, total seg­
ment assets, and other amounts disclosed for segments to corre­
sponding amounts in the enterprise’s general-purpose financial 
statements.
It requires that all public business enterprises report informa­
tion about the revenues derived from the enterprise’s products 
or services (or groups of similar products and services), about 
the countries in which the enterprise earns revenues and holds 
assets, and about major customers regardless of whether that 
information is used in making operating decisions. However, 
this Statement does not require an enterprise to report informa­
tion that is not prepared for internal use if reporting it would be 
impracticable.
This Statement also requires that a public business enterprise 
report descriptive information about the way that the operating 
segments were determined, the products and services provided by 
the operating segments, differences between the measurements 
used in reporting segment information and those used in the 
enterprise’s general-purpose financial statements, and changes in 
the measurement of segment amounts from period to period.
This Statement is effective for financial statements for periods 
beginning after December 15, 1997. In the initial year of applica-
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tion, comparative information for earlier years is to be restated. 
This Statement need not be applied to interim financial state­
ments in the initial year of its application, but comparative infor­
mation for interim periods in the initial year of application is to 
be reported in financial statements for interim periods in the sec­
ond year of application.
P a rtic ip a tin g  M o rtg a g e  Lo a n  B orrow ers
In May 1997, the AICPA issued SOP 97-1, Account­
in g by Participating M ortgage Loan Borrowers. The 
SOP establishes the borrower’s accounting for a participating 
mortgage loan if the lender participates in increases in the market 
value of the mortgaged real estate project, the results of operations 
of the mortgaged real estate project, or both. The SOP is effective 
for financial statements issued for fiscal years beginning after June 
30, 1997. Earlier application is encouraged. The effect of initially 
applying the SOP should be reported as a cumulative effect of a 
change in accounting principle.
En viro n m e n ta l R e m e d ia tio n Lia b ilitie s
In October 1996, the AICPA issued SOP 96-1, 
Environmental Remediation Liabilities. The SOP 
sets requirements about recognizing, measuring, and accruing 
environmental remediation liabilities. Related disclosure require­
ments are also provided. The provisions of this SOP are effective 
for fiscal years beginning after December 15, 1996. The effect of 
initially applying this SOP shall be reported as a change in 
accounting estimate. Restatement of previously issued financial 
statements is not permitted.
D iscussions o f the F A S B ’s Em e rgin g  Issues Task Fo rc e
The EITF frequently discusses accounting issues 
involving financial instruments, real estate, or trans­
actions of similar importance to financial institutions. A descrip­
tion of new issues discussed recently follows. Readers should 
consult detailed minutes for additional information on the status 
of these issues and the guidance contained in them.
EITF
SOP 96-1
SOP 97-1
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• EITF Issue No. 97-9, Effect on P ooling-o f Interests Account­
in g o f  Certain Contingently Exercisable Options or Other 
Equity Instruments
• EITF Issue No. 97-8, Accounting fo r  Contingent Considera­
tion Issued in a Purchase Business Combination
• EITF Issue No. 97-7, Accounting fo r  Hedges o f  Foreign Cur­
rency Risk Inheren t in an A vailable-for-Sale Marketable 
Equity Security
• EITF Issue No. 97-6, Application o f  EITF Issue No. 96-20, 
“Impact o f  FASB Statement No. 125, Accounting for Trans­
fers and Servicing of Financial Assets and Extinguishments 
of Liabilities, on Consolidation of Special Purpose Enti­
ties,” to Q ualifying SPEs R eceiving Transferred F inancial 
Assets Prior to the Effective Date o f  Statement 125
• EITF Issue No. 97-5, Accounting fo r  the Delayed Receipt o f  
Option Shares upon Exercise under APB Opinion No. 25
• EITF Issue No. 97-3, Accounting fo r  Fees and Costs Associated 
with Loan Syndications and Loan Participations after the 
Issuance of FASB Statement No. 125, “Accounting fo r  Trans­
fers and Servicing o f  Financial Assets and Extinguishments o f  
Liabilities” (This paper discusses the accounting treatment 
under FASB Statement No. 125 for loan participations con­
sidered “in-substance loan syndications” and loan syndica­
tions considered “in-substance loan participations,” as 
defined in Issue 88-17, Accounting fo r  Fees and Costs Associ­
a ted with Loan Syndications and Loan Participations.)
• EITF Issue No. 97-1, Implementation Issues in Accounting 
f o r  Lease Transactions, In clud ing Those In volvin g Special- 
Purpose Entities
• EITF Issue No. 96-23, The Effects o f  F inancia l Instru­
ments Indexed to, and Settled in, a Company’s Own Stock 
on P oo lin g -o f Interests A ccounting f o r  a Subsequent Business 
Combination
• EITF Issue No. 96-21, Implementation Issues in Accounting 
fo r  Leasing Transactions Involving Special-Purpose Entities
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• EITF Issue No. 96-19, D ebtor’s Accounting fo r  a M odifica­
tion or Exchange o f  Debt Instruments
• EITF Issue No. 96-18, Accounting f o r  Equity Instruments 
with Variable Terms that Are Issued fo r  Consideration Other 
Than Employee Services under FASB Statement No. 123
• EITF Issue No. 96-16, Investors Accounting fo r  an Investee 
When the Investor Has a Majority o f  the Voting Interest but 
the M inority Shareholder or Shareholders Have Certain 
Approval or Veto Rights
• EITF Issue No. 96-14, Accounting fo r  the Costs Associated 
with M odifying Computer Software fo r  the Year 2000
Appendix D to the EITF Abstracts contains EITF discussions of 
technical matters that have long-term relevance and do not relate 
specifically to a numbered EITF Issue. Readers should be alert to 
the following recent discussions:
• Appendix D-57, Accounting Issues Relating to the Deposit 
Insurance Funds Act o f  1996
• Appendix D-56, A ccounting f o r  a Change in Functional 
Currency and  D eferred Taxes When an Economy Becomes 
Highly Inflationary
• Appendix D-55, D eterm ining a Highly Inflationary Econ­
omy under FASB Statement No. 52
• Appendix D-52, Impact o f  FASB Statem ent No. 125 on 
EITF Issues
• Appendix D -51, The Applicability o f  FASB Statement No. 
115 to Desecuritizations o f  Financial Assets
Securities and Exchange Commission Matters
Derivatives Disclosures. The SEC issued Financial 
Reporting Release (FRR) No. 48, which requires 
certain disclosures of derivatives and other financial instruments 
beyond those already required under GAAR The amendments 
are designed to help investors better assess the market risks of
SEC
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registrants and better understand how those risks are managed. 
The final rules clarify and expand existing requirements for foot­
note disclosures in financial statements about registrants’ ac­
counting policies for both derivative financial instruments and 
derivative commodity instruments. The rules also require disclo­
sures (outside the financial statements) of qualitative and quanti­
tative information about market risk inherent in derivative 
financial instruments, other financial instruments, and derivative 
commodity instruments. In addition, the release provides safe 
harbor for the forward-looking information included in the 
quantitative and qualitative disclosures.
The staff of the SEC has made available a publication containing 
frequently asked questions and answers about the Commission’s 
new market risk disclosure rules. The publication was prepared to 
assist companies that must provide the quantitative and qualita­
tive disclosures. The publication will be posted at the SEC’s Inter­
net site.
Auditor's R eporting Requirements. On March 12, 1997 the SEC 
adopted revisions to its rules, imposed under the Private Securi­
ties Litigation Reform Act of 1995, that require auditors, who 
become aware that an illegal act has occurred, to determine its 
possible effect on the client’s financial statements and to inform 
the company’s management “as soon as practicable”. The audi­
tors also must ensure the client’s board of directors has been 
informed of the illegal act. The new SEC rules make it clear at 
what point auditors have to inform the board and the SEC. 
Auditors will have to implement their own procedures to ensure 
these rules are followed.
S ta ff A ccounting Bulletin. Auditors should be aware that SAB 
No. 97, Business Combinations p rior to an Initial Public Offering 
and Determination o f  the Acquiring Corporation, has been issued 
by the SEC.
Information Sources
Further information on matters addressed in this Audit Risk 
Alert is available through various publications and services listed
42
at the end of this document. Many nongovernment and some 
government publications and services involve a charge or mem­
bership requirement.
Fax services allow users to follow voice cues and request that 
selected documents be sent by fax machine. Some fax services 
require the user to call from the handset of the fax machine, oth­
ers allow the user to call from any phone. Most fax services offer 
an index document, which lists titles and other information 
describing available documents.
Many private companies, professional and trade associations, and 
government agencies allow users to read, copy, and exchange 
information electronically through the Internet’s world wide web.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
This Audit Risk Alert replaces Banks and  Savings Institutions 
Industry D evelopments— 1996/97 and Credit Unions Industry 
Developments—1996/97
Practitioners should also be aware of the economic, industry, reg­
ulatory, and professional developments described in Audit Risk 
Alert— 1997/98 and Compilation and Review Alert— 1997/98, 
which may be obtained by calling the AICPA Order Department 
at 1 (800) TO - AICPA or 1 (800) 862-4272.
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